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Stock Rights 
IF the "inquiring reporter" were to ask ten accountants how proceeds from the 
sale of stock rights should be treated, nine 
probably would reply, "as a credit to 
other income." 
A recent engagement presented a situa-
tion in which a client, the recipient of a 
large number of stock rights, had disposed 
of the rights for a cash consideration, in lieu 
of exercising the subscription privilege 
himself. This provoked a discussion as 
to the correct accounting procedure in 
such cases. 
A stock right is a privilege granted by a 
corporation to its stockholders to subscribe 
to additional shares of its capital stock. 
A subscription price is named, less than 
the prevailing market quotations for out-
standing shares; and the subscription is 
opened to all stockholders of record at a 
specified date, in proportion to their exist-
ing holdings. 
The issuance of stock rights not infre-
quently is resorted to by corporations in 
raising new capital. If new stock carrying 
a voting power is to be issued, it must 
necessarily be offered first to existing 
stockholders, in order to preserve their 
interests in the business. The recipients 
of the rights may exercise the privilege of 
subscribing for additional shares in ac-
cordance with the terms of the offer. If 
they prefer not to exercise the privilege 
themselves, they may sell the rights to 
others. 
A number of such sales usually takes 
place, and gives the rights a definite market 
value. When an announcement is first 
made of a privileged subscription, the 
rights thereto are dealt in on a "when 
issued" basis; that is, the contracts stipu-
late delivery and payment when the war-
rants are available. The stock subject 
to the rights is sold "rights on," which 
means that the quotations include the 
value of the rights. When the stock war-
rants are issued, they become the objects 
of separate transactions; and the stock is 
quoted "ex-rights," its price no longer 
including their value. 
Theoretically, the market value of a 
right would be determined somewhat as 
in the following illustration. A client 
bought 200 shares of Buckeye Mil l stock 
at 125, the current market price. The 
Buckeye Mi l l Company then announced 
an increase of 50 per cent. in its capital 
stock, to be subscribed by its stockholders 
at 100. The client thereupon came into 
the possession of "200 rights," conferring 
on him the privilege of subscribing to 100 
additional shares of Buckeye Mi l l stock at 
100. 
Had he elected to exercise his privilege, 
he would have held 300 shares at a total 
cost of $35,000, an average cost of $116.67. 
He chose, however, to sell to another the 
privilege of buying the stock at a price 
lower than the market. He was willing 
to dispose of his rights for a consideration 
which would leave him in the same rela-
tive position with regard to average cost 
of shares held as if he had bought the 
additional shares himself. By a little 
mathematics he arrived at the conclusion 
that this consideration was $1,666.67, or, 
$8.33 per right. If he sold on that basis, 
he would hold 200 shares at a net cost of 
$23,333.33; that is, $25,000 original cost less 
$1,666.67 derived from sale of rights, or 
an average cost of $116.67. 
The price of $8.33 per right, in this 
case, is known as "parity." At that figure 
it is immaterial to a purchaser whether he 
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buys an old share at 116-2/3, or whether he 
buys two rights at 8-1/3 each and sub-
scribes for a new share at 100. 
Practically, this parity tends to be main-
tained. A fall in price would make it 
cheaper to buy rights and subscribe for 
new stock than to buy old stock, and would 
give rise to enough transactions of this 
kind to restore the parity. 
How then should the recipient of stock 
rights show on his books the consideration 
received from their sale? 
Based on what probably is regarded as 
the general conception of rights, the pro-
ceeds of sale would be taken up as a credit 
to other income. Such is the procedure 
which originally was prescribed by the 
Treasury Department in cases where tax-
able income was affected by proceeds from 
the sale of rights. A decision of the 
Federal District Court of Maryland held, 
in an action against a local collector for 
the annulment of the Internal Revenue 
Bureau's regulation, that proceeds of the 
sale of stockholders' rights to subscribe for 
stock at less than current market price do 
not consist entirely of income and are 
therefore not wholly taxable. The Com-
missioner of Internal Revenue, however, 
did not rescind the regulation, but appealed 
the case to the United States Supreme 
Court. The Supreme Court affirmed the 
decision of the lower court and held that a 
sale of rights is partly a sale of a portion of 
the stockholders' capital interest in the 
company. 
The case as reported shows the opinion 
covering the point as follows: 
"The district court rightly held defend-
ant in error liable to income tax as to so 
much of the proceeds of sale of the sub-
scription rights as represented a realized 
profit over and above the cost to it of what 
was sold. How the gain should be com-
puted is a matter of some contention by the 
government in this court, but it admits of 
little doubt. To treat the stockholders' 
right to the new shares as something new 
and independent of the old, and as if it 
actually cost nothing, leaving the entire 
proceeds of sale as gain, would ignore the 
essence of the matter, and the suggestion 
cannot be accepted. The district court 
proceeded correctly in treating the sub-
scription rights as an increase inseparable 
from the old shares, not in the way of 
income but as capital; in treating the new 
shares if and when issued as indistinguish-
able legally and in the market sense from 
the old; and in regarding the sale of rights 
as a sale of a portion of a capital interest 
that included the old shares." 
The rule laid down by the court for 
apportioning the proceeds of sale of rights 
between capital and income is as follows: 
Add the price received for the rights 
necessary to acquire one new share, and the 
price at which the new share can be ob-
tained. This gives the theoretical selling 
price of a new share. 
Add the cost of the old shares entitling 
the holder to one new share, and the price 
at which the new share can be obtained. 
Divide this sum by the number of old and 
new shares thus added. This gives the 
theoretical average cost price of a share. 
The difference between these two figures 
is the profit on the sale. It is the portion 
of the proceeds from sale of rights to be 
taken up as profit. The balance of the 
consideration received is a return of capital. 
In the case above there was no profit 
realized by the client: 
Two rights sold at 8-1/3 $16.67 
One share acquired 
with above 100.00 
Total $116.67 
Cost of two shares at 
125 $250.00 
Cost of one new share. 100.00 
Total $350.00 
Divided by 3 $116.67 
There is no difference between the amounts 
computed under the first and second steps, 
and hence no profit. 
Suppose, however, that the client had 
bought his stock when the market was low, 
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say at 110. The computations under the 
first step of the formula are the same as 
above: $116.67. The second step differs 
from the foregoing: 
Cost of two shares at 
110 $220.00 
Cost of one new share.. 100.00 
Total $320.00 
Divided by 3 .$106.67 
The amount figured under the first step 
exceeds this amount by $10. This excess 
is the profit on the sale of two rights. 
Since the client owned 200 rights, his total 
profit would have been $1,000. It should 
be credited to other income. The balance 
of the selling price—$666.67—represents a 
return of capital, and should be credited to 
the investment account. 
From a theoretical point of view it 
appears that the decision of the court is 
based on the premise that there has been 
a dilution of book value of the investment 
through the introduction of additional 
shares which serve to decrease the pro-
rata amount of surplus per share. Thus, 
net assets of $1,000,000 represented by 
5,000 shares having a par value of $50 per 
share would give a surplus value of $150 to 
each of the shares. The introduction of 
2,500 additional shares sold at $50 per 
share would dilute the surplus value per 
share to $100. 
But it is conceivable that new shares 
might be offered at $200 per share, in 
which event there would be no dilution. 
And, apparently, it would be just as wrong 
to credit proceeds arising from the sale of 
rights against the investment value in a 
case of this kind, where there has been no 
dilution, as not to credit such proceeds to 
the investment value, where there has 
been dilution. 
In practice the new offering of stock 
would probably not be made at so high a 
figure as $200 in the above case, since then 
stock rights would possess no value what-
so-ever. It would be immaterial to pur-
chasers whether they bought old or new 
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stock. On the other hand, a figure as 
low as $50 would not be named, since sale 
of additional stock at that price would 
cause too great a dilution in existing values, 
and would give the stock rights an inordi-
nately high value. In most cases, conse-
quently, a middle course would be adopted. 
The sale of stock rights then would con-
sist of both a return of capital and a profit. 
Decision as to the proper method of treat-
ing proceeds from the sale of rights would 
therefore appear to depend on the degree 
of dilution. 
As a practical accounting matter, deci-
sion would seem to be affected considerably 
by the amount involved in the sale of 
rights. Where the number of shares held 
is small and the amount received from the 
sale of rights is relatively insignificant, it 
would appear to be immaterial whether the 
proceeds are treated as income or as a 
reduction of investment. Where the 
amount is large there can be no question, 
if dilution has taken place, about the 
desirability of applying the amount in re-
duction of the investment v a l u e . 
Certainly, from the point of view of con-
servative financial policy, this treatment is 
to be preferred. There can be no objec-
tion, however, to following the wishes of 
clients if such wishes express a preference 
for treating the item as income, as long as 
the item is clearly set out in the income 
statement and the investments ear-marked 
to show that the asset value has not been 
reduced through the application of the 
proceeds. 
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